
on [forward-looking economic cost], the  efficient result is for the  new 
entrant to b~iild its own facilities (i3/ 

Forwadlooking costs - determined using an  economic model or other forward- 

looking methodology, rather than by reference to  a n  individual carrier's accounting 

~~ccortis ~ inure ;rccurately gauges the costs driving economic decision- making by any 

L d r i t c . 1  prisc 

iiuw eiitmn ts, and between wireless and wireline technologies: 

Forward-looking costs can ;dso be neutral as between incumbents and 

[W]c find that the use of mechanisms incorporating forward-looking 
ecotioinic cost principles would promote competition in rural  study 
areas by providing more accurate investment signals t o  potential 
cmmpetitors. * * * 13ccause support will be calculated and  then 
distributed in predictable and consistent amounts, such a forward- 
looking economic cost methodology would compel carriers to be more 
disciplined In planning their investment decisions.. a/ 
The Commission Should Develop Appropriate Forward- 
Looking Costing Analytical Platforms and Inputs 

The first step 111 developing a new forward-looking cost-based system 

A. 

for computing high-cost support is developing a n  analytical platform and 

uppropriat,e inputs with respect to the forward-looking cost - "what it would cost 

t(~tl:iy to tmild and operate a n  efficient network (or to expand a n  existing network) 

that c a n  provide the sainc services as the incuiiihent's existing network" a/ ~ in  

arcas  served b y  rural  ILECs and their competitors The Commission should seek 

comment oil issues such ;is the  following 

32 



Whether the existing Synthesis Model provides an  adequatc model 
platform for this purposc; 

If so, what modihxtions to input assumptions (if any) would be needed 
to apply that  model t,o areas servcd by rural ILECs and thcir 
competitors, 

If thc Synthesis Modcl cannot be used or adapted, how a n  alternative 
model platform or other forward-looking cost. mcthodology should bc 
developed @/ 

Although, the RLIIY~I l a s k  Force cxpressed reservations about utilizing 

I.he existing Synthcsis Modcl to develop support amounts for rural  carriers, 671 the 

Commission correctly recognizcd that.  

Many coininenters representing thc interests of rural telephone 
coinpanics argue that the Rural Task Force's analysis conclusively 
demonstrates that  the forward-looking cost mechanism should not be 
used to determine rural  company support and tha t  only a n  embedded 
cost rncchanism will provide sufficicnt support for rural carriers. & 
diswfirec. While the Rural Task Force dcinonstrated the 
inappropriateness of using input values designed for non-rural carriers 
tu  determine support for rural carriers, we do not find that its analysis 
justifies a revci,sal of'the Commission's position with respect to  thc use 
of forward-looking cost as a gencral matter. a/ 

I t  1s ;rlso significant that the recent TELRIC NPHM sccks comment on forward 

Iriokiiig costing matters with rcspect to UNEs offered by small ILECs as  well as  

l i i  rgcr carriers. 691 While UNE pricing entails some different methodological Issues 

ti(;/ 
midc l  LO irnplernent ii forwai-(l-luok~ng cost  metnodology Sor rural  ILECs 
StL,gcman, "Plopusnl for a Coinpet i t~ve and Efficient Universal Service High~cost Funding 
;21~~drl/Plutf~r~m." Al t ; i chmrn t  I to  Wcstcrn Wireless Cummcnts in Joinl Board Competitruc ETC 
PI o(wd i r i g  

571 
l i i  F'CC Rcd tiI(i5, 6181 (2000) 

W 

~ 1 '  J 'h~/~ i ! I ( 'N l 'KMi i t  yT 161, 16:j 

WesLei 11 Wirclcss liab deinonstratcd lhat 11 is quite possiblc to develop an appropryate 
See J a m c s  W 

K u ~ u l  Tudi  For(.c R e ~ r i ~ i i ~ ~ i i ~ n d u l i o i i  l u  thc Federal-State Jo ln t  Board o n  Unzucrsul Serurce, 

h'TI:Ordcr, 16 FCC I(cd zit 1131 1 ~ 1 2 .  I:[ 1 7 4 7 5  (emphasis added)(cltat~ons omltted) 
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than detrrininution of f[irwnrd-looking costs for universal service high-cost support 

purposes, there are many related issues, and the Commission can productively 

~ t l t l r e s s  both the UNE pricing and high-cost support issues simultaneously, and can 

cIo so ~ising iiiaiiy (if not all) of the same criteria. For example, for purposes of 

iIevt,loping appropriate forwadlooking inputs to the rural universal service cost 

incl liudology, thc, Commission should consider how to develop dynamically efficient, 

I'owarcl-looking demand estimates that account for the development of facilities- 

i ) a i ~ d  competition ( 1  e , that  no single provider's facilities will serve loo'% of the 

('onsumpi- dcmand in any given area) 701 

The Commission's costing analysis efforts in the context of universal 

swvlce should no t  be limited to lLEC network costs In many cases, wireless 

networks m a y  incur lower forw;i,rd-looking costs to provide basic universal 

sei-vice TL/ For example, in 1998 Western Wireless developed a Wireless Cost 

Motlcl b;r.sed largely on the HA1 wireline model, but incorporating a wireless 

iietwork niodule in place of thr  HA1 model's standard wireline loop module. The 

Hatheld Wireless Model ("HW-M") estimates the cost of wireless service, using 

cluster population data and ILEC traffic loads to determine cell site, equipment, 
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and 1iac.khaul rcyiiircincnts, and using the transport, switching, signalling and 

olhei cost data h i n  the IIAl wiveliiic model =/ 

The go:ll of universal service m ~ i s t  be to  preserve and advance 

iinivc~rs:rl ~ V I ' V I C C  as efficiently a s  possible, and therefore the forward-looking 

:Ippriiac.h for purposes of dctcrmining high-cost support amounts should be 

c;tlculated, for QU carriers, b:ised on the &r of thc forward-looking cost of ILEC 

network technology or the forward-looking cost of wireless network technology. The 

Coni inis ion recently reaffirmed its "commitment to forward-looking costing 

p~inciplcs." and  explained that "[a] forward-looking costing methodology considers 

what it would cost today to build and operate a n  efficient network (or to expand an 

csist ing network) that can provide the same services a s  the incumbent's existing 

nctwwk 7 3  Consistent with (he  Commission's theory offorward-looking cost, the 

~onini iss i (~i i  shoiild make funding available bascd on the 

f o ~ ~ w ~ i i ~ ~ - I ~ i ~ i l ~ i n ~  costs of ILEC real-world networks and the efficient forward-looking 

costs 01 real-world wireless net.works, developed bascd on "the real-world attributes 

of thc routing and topography" of such carriers' networks x/ For example, 

Wcstcrn Wi~clcss demonstrated that. if universal service support were based on the 

lesser (if ILEC fi)rw:rrd-looking ~ ( J S L S  or w~rcless forward-looking costs, then there 

of the efficient 
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(uuld h v  a savings of 48’L coniparcd to providing unlvcrsal service support based 

only o n  wiruline technology E/ 

As part of Lhe proccss of re-examining the fo~ward-looking cost 

:iiiaIvtical process. the Commission should reconsider some of the ILEC-centered 

;issiiinplicins i t  lias made in its past, modcling efforts For example, in the original 

Syithesis Model for high-cost universal service support, the Commission began 

wi t13  an .issumption that the hasic geographic unit of analysis was the ILEC wire 

ccnt r r  The Coni tnission should consider dropping tha t  assumption and, instead, 

itse ii 1ei:hiiology-nriitral geographic unit of analysis, such as  counties or census- 

block-gyoups Otic advantage of such a n  approach is that  data on the specific 

gc\opaphic boundaries and other fcaturcs of such units are more readily available to 

the p~tblic than ILEC wire center and study area boundaries. 

B. The Commission Should Establish a Competitively Neutral 
Methodology to Derive Support Amounts 

Once the Commission has  a n  analytical methodology in place to 

ric~tc~rininc forward-looking costs for each specified geographic area, the next step 1s 

to esrablish the  i~ulcs for deriving support amounts Western Wireless submits that  

such I.LIICY -;hould nicct each of the following criteria, 

(1) As directed by the Tenth Circuit, the methodology for all carriers, 

rural as  well as non-rural, must be “sufficient” and must be 

targeted to advance the statutory goals of “affordable” rates in high- 



cost arcas that arc “reasonably comparable” to thosc in  urban 

areas. E/ 

(2) ‘I’hc mcthodology must be competitively and  technologically neutral 

Thns, i t  should not make any difference whether the geographic 

area is served by a rural  ILEC, a non-rural ILEC, a competitive 

ETC, or some combination. 

( 3 )  The methodology should provide sufficicnt federal support for a 

(‘arrier seeking t,o serve a given high-cost geographic area, 

regardlcbss whether that area is located in  a state with average 

costs that  arc ahovc or below the national average 

(4) The methodology should provide sufficient federal support to give 

states with costs well above the national average the resources to 

supply any needed intrastate support. 

(5) The methodology should include “inducements” for states to takc 

any necessary intrastate actions to ehmlnate implicit support, as 

wqiiired by the 1996 Act. 1 1 1  

There are a numbci. of possible approaches tha t  would satisfy these 

oblcct,ives Qwest Communications outlined one possible approach in its comments 

.- 
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111 t t i c  'Pc ,n t l i  Circttit Remand proceeding =/ Under Qwest's proposal, the current 

high-cost support mechanisms (model-based support and Interstate Access Support) 

~ . ~ i i i l t l  be Icplaccd by what Qwest called "Ticr One" and "Tier Two" support. Tier 

Onc Support would he hased on a siniple cornparison of the cost of service in each 

;it'ca w i t h  i i  national bcnchni;rrk (sach as  the $31 benchmark currently used in  

tlc~tcrininin:: support for n o n - r w d  carriers). Tier Two Support (like the Model- 

Hascd  h i i d  today) would he designed to provide funding to the highest-cost states 

that havc the least ability to  generate needed intrastate funding based on the 

thvc~gcnce  between the statewide average cost and the national average, while a t  

the s;imc' time ensuring that the most rural areas are eligible for federal universal 

s(srvicc L'itiiding While Qwcst offered its proposal specifically for areas served by 

noli-rural 1LECs and their conipetilors, Western Wireless believes a similar 

approach could also be applied to areas served by rural ILECs and their competitors 

Thc Cotniiiissioii should seek f'iirthcr comment on this idea 791 

~~ ~ ~ ~. .~ ~~~ 

~~ i X i  
2002) sac ~ i l s o  EL l'uiic LtAt,t.cr froni .John W Kure. Qwest, to Marlene H Dortch, Secretary, CC 
Dockct Nu 9 6 ~ 4 5  (filed Oct 1. 2003) (suminarizing Qwest's posltion on the Tenth  Circuit 
ri.m i i  i i  11) 

7 %  Whi lc~  the Cumtnissi~in did iiot adopt  Qwest's proposal i n  the Tcrilh Circuzl Reinarid 
O , h , ,  it dit1 i i u t  altogether reJec1 i t  ei ther - the  liirther NPRM rnenhons the  proposal and seeks 
lur t lwi  commcnt u n  related i s s u F h  Scc Tcnlli C L ~ I . I L I /  Rcrriand Order FNPRM. 11 130 n.420 

Qwcii. Cotntmcqits, CC Docket No 9 6 ~ 4 5  (10th Circuit Remand Proceeding) (filcd April 10, 

A11otiier. similar altei i i a t i v r  would be to provide increasing percentagcs of federal 
~ U I J I J O I  t io1 gcwgrapliic locmons ufiricrcasitig cost. For example, the federal fund could provide 
-J  < I  0 1  t h r  dlffclcnce between the  hrward-looking cost and the heitchmark average cost for 
I o r a l ~ u n s  with wsts that art. 135% to 150'%, of the national average, 50% for  locatlons 150% to 
2 W m >  of thc  dvcrage, 73':cl for luciit.ions 200'2, to 250'h of the average, and 100% or the dlffercnce 
Sctwcrn the, forw;ird-looking cost and tht, l~encl imark average cost for 1oc;ltions wlth costs that 
iw '?50",, of tilt, natiimal sv t rage  

') 7 , I  
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C. The Rules  Must  Include Inducements for Eliminating Implicit 
Subsidies from Retail Rates  

Section 25.1 forbids the Commission from mdcf'lnitely maintaining 

iliipllcit s;uhsitiirs in the interstate rate structure, ;rO/ and at a minimum "states a 

~.lc;rr picLc-rc.ncv" lhat stares take  coinplcmcntary actions to eliminate implicit 

sLrppoit frorn intrnstate rates a/ This IS because, as  the Commission has long 

rcwgnized. "implicit sut)sidicss 

tliscourage efficicmt local and long distance compctition in rural  areas and limit 

consumer choico," &3/ and '(may underminc cllicient competition by permitting an  

incumhelit ciiri-ier to price services helow c o s t  " &/ Western Wireless submits that ,  

consistent with the Tcnlh Circuit,'s ruling, the universal service high-cost support 

have a disruptive effect on competition;" a/ "may 

- H(i/ 
201 F 3d nr 62 4, T a u s  Offzce o/Publii: U / i / i l y  Cuurlscl u FCC, 265 F 3d 313, 318 (5th Cir 2001) 

-~ '1: 
( ' w p  I: 7u1cn U t i L i h c , ~  Bourd, $23  U S 395. 393-94 (1999) (noting tha t  ''5 254 requires t h a t  
[iiilr;i.it:itt,] iiiiivei sal scrvicc s u h d i r s  be phased out,  so whatever possibility of arbi t rage 
L 'C~I I I ; I I I IS  will  he only tcmporiiry" in response to ILEC concerns tha t  availability u f  unbundled 
n t ~ t w o i h  elements a t  'I'ELRIC would eiidile en t ran ts  t o  avoid the  burden  of univers;il service 
i u h ~ i d i e s  I i u i l t  intu ILECs' intrastale  retail rules) 

- a?/ 

e,?/ 
- 84; 

tlic clliciriit development o f  cumpetit ion in  but11 the  local a n d  1ong.distance markets  For 
c.\;imple. whri-r r a i m  are sijinificantly above cost, consumers may choose to bypass the 
I iwrimbent LEC's switched access nctwiirk, even if the LEC is the  most efficient provider 
Ciinvi~rs i -~! ,  W I I ~ , ~ C  I.CILC'S i ~ e  s u h s d i z e d  (as 111 the case of c~iisumers in high-cost areas), rates 
will 1w s c l  too low :in(! an olheiwlse erhclcnt provider would have n u  iilcentivc to enter  the 
n1,lr.ht.l In either case, thc  Lola1 cos1 ot 'telccoinmunicat~ons serv~ces w1ll not  be as low a s  it 
~ u u l t i  rillieiwisr be in  a coinpelht lvc niarkct Because of the growing importance of t he  
lclrctilrlmunicalioiis indusrrj  lo t,lic ewnomy as a whule, this inefficient system of access 

T ( X X  Officc ofPuD/ii Uldil?,  Cuunscl 11 FCC, 183 F 3d 393, 406 (5th Cir 1999),A/cnco, 

7brt//i L'ircitLl Remand Ordcdr, 11 26, sce also Qwesl Corp u FCC, 258 F 3d at 1203, AT&T 

/lci.e,is (,'huigc Kc fo~ i r i ,  Ordrr  011 Remand, 18 FCC Ikd 14976, 14977-78, 7 2 (2003) 

M A G  O r d o ,  16 FCC Rid ;it 6-7, 1 6 

Id  , II 193 Sw also Acccss C h n t g c  Rcform,  First Report and Order, 12 FCC Rcd 15982. 
-96. 11 30 (1997) ("Implicit su1isidit.s d s i i  have ii disruptive effect on competitirin, impeding 

lisirw- r e l a i d s  j d i  c r t a t iun  a n d  t'coiiomii' gruwth i n  the   atio ion ") 
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htructitrc lor areas served by rural lLECs, as  well as  for non-rural ILECs, should 

~ncluclr inducements for the ILECs and their state regulators to eliminate implicit 

support from their rate structures. By adopting a structure such as  Qwest's two- 

tier proposal. the Commission would ensure that every state receives a reasonable 

i t m o u l t  of sipport ,  and the threat of dcprlvlng the state and its carriers of tha t  

huppoi't would establish an induccnicnt to eliminate implicit subsidies 

Wcstcrn Wireless submits that  the Commission should limit lLEC 

high~cost support unless their basic retail rates for residential universal service 

I C C O L  er :it least :i minimal amount of revenue corresponding to an "affordable" rate 

tinder the statute &/ liural ILlCCs typically recover 50% to 75% of their revenues 

f ~ o m  ~univers;il srrvice funding and access charges, not from their own customers; 

and a significant n u m b e r  of those ciirriers maintain unreasonably low retail 

rates &/ Not only docs this unhealthy dependence on high-cost support and access 

chacgcs insulate these c:irriei-s from any incentive to  he responsive to their own 

consumers' needs. I t  also means that,  in cases where retail rates are extraordinarily 

&/ 
" ; i l l ~ ~ r i l a t ~ i l i t y  Iienchmark" for each geographic area,  which the Commission rqec ted  111 the Tenth 
( ' i i c i ~ i t  Rcwiond 0 i d c r .  7 45 SBC pruposed selling high-cost support based on the difference, i n  
wrI1 ~.cogi,iptiiI~ area.  b c t w r l n  ~ h c  loi~ward~looking cost of scrvic(: and  a n  affordability 
hciii~liiriarl, delvriniiied based on i i  perceiitagt. o1 average hoosehold expenditure lcvcls Sec 
SB(' ( 'u inmei i t>,  C(: Docket No $16. t 5 ,  nt 15-16 (filed Dec 20, 2002) 
W i r i ~ l c j s '  proposal licrc would b imply  pwclude the disbursement of federal support to carriers 

ovc'r unicasonably low ratcq, hclow mi i i~mal  "affordable" levels, from their  end-users, in 
ordc.1 to protect ~ ~ I I S I I I I ~ C ~ S  across t h c  country froin providing unreasonable subsldles to such 
r : i r r i t ~ r ~  The Commissioii should seek comment 011 specific implementation I S S U ~ S  related to 
this pioposal. such a s  the dcfliiltliJn of"allbrdnblc" ra te  levels 111 each geographic area 

%? S c r ,  E g , Ficd Williamson & Assocs , Inc , Comments, CC Docket No 96-45 (Jolnt Board 
l'urt.11~1Ilty F'rwerding) (f i led Ma\ 5. 2003), a t  11-12 (certaln rural ILECs in Kans;js receive only 
17''<8 ol t h e i r  rcwii[ie per accrss I i i~e  holn  their md-user custoillers, and the  remainder from 
1111ci i l~ i t t  . m i l  intrnslatc arcrss  charyrs  and umvelsal  se rv~ce  funds) 

Thi5 p ~ p ~ s i ~ l  IS dlffrrent from, and  dlstlnguishable from, SBC's proposal regarding an 

By contrast ,  Western 
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I ~ M . ,  c o n ~ i i n i e i ~  around thc country, who pay  into the high-cost fund, are being 

1 i t 1 [ . ~ 4  t v  provtdc  iinf‘airl>. genorous subsidies 

I 3  l o  he siirc, rural consumers are entitled under the Act to rates that  arc 

“affordahlc” ;ind “comparablc“ to rates availablc clscwhere, with the support of thc 

f‘cderal high-cost universal srrvice program But thcy are not entitled to subsidized 

r:ites hclou) affordable a i d  comparablc levels. Such unreasonably low retail rates, 

mal ntainctl through regulatory policies, also pose a barrier to competitive entry. 

Accordingly. Wcslcrn Wireless submits that, in order to crcate 

inctuccnicnts to climinatc impl ic i t  aubsidics, the level of federal universal service 

support available to a carriei’ would be based upon whether a carrier’s rctail rates 

 IT at or above a n  “affortlahilitv” benchmark. 871 C:wriers whose basic rctail rates 

are Iielow that  benchmark would be limited in the amount of support they are 

cligiblo to receive 

V. T H E  COMMISSlON SHOULD ESTABLISH RULES THAT 
GRADUALLY PHASE IN THE NEW FORWARD-LOOKING COST- 
BASED SYSTEM AND PROVIDE FOR A REASONASLE TRANSITION 

Wcskrn  Wireless rccognizes that it is proposing a significant 

transformation in the high-cost universal service system and in the way rural 

lL,ECs a w  i,cgulated. Acwrdingly, Western Wireless believes tha t  a gradual 

transltlon p1:ln is cipp’oprlatc, as  follows 

Ei S w  c g ,  Sprint Cummetits, CC Docket No 96-45 (Jolnt Board Portability Proceeding) 
( I l l C d  RI:1v 5, “)o:i), a t  15~19 
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Fwst, lhc new rules should not become effective until 2006, upon the 

c~p i i ' a t i on  of the five-year pcriutl provided by the RTF Order, and should apply 

initially oiily lu competitive E'1'Cs, nun-rural ILECs, and rural ILECs owncd by 

i~c~lalive1.v 1:irge holding coinpniitcs 

lor ~ t i ~ i i 1 1 o r  rural ILECs Second, a transitional mechanism should be cstablished 

;iih th:it no cauricr's high-cost support is reduced by more than  20% in any one 

funding y e a r  Third, a "safety net" should be available under which a carricr could 

s l iuw,  iising clear criteria cstablishcd in advance, that  i t  nccds additional support to 

:J void ha r r l s  h i  p 

The rules should he phased in more gradually 

In the R'i'F Odcr . ,  the Coinmission determined t h a t  the key elements 

of' that  plan would remain i n  place for a five-year stability period, running through 

miti-2006 s/ Similarly. in the MAG Order, the Commission concludcd that the key 

tewtures of t,hc access charge reform plan adopted 111 that  order should rcinain in 

placc for lhe same five-year period. a/ Western Wireless believes t h a t  the Joint 

l i o a ~ d  and chc Commission m u s t  keep their promises and deliver the regulatory 

s t ih l i tv  that they promised tu  ILECs and conipetitive ETCs alike, which is crucial 

for investment and ccoi~omic dcctsion-making. Howcvcr, it is certainly timely for 

thc Cornmission t u  begin tiuw tu lay thc groundwork necessary to begin eliminating 



~ ~ i ~ c - t i f - w t i i r n  rc'giilation as oft t ic  cnd of the 5-year RTF stahility period, as  was 

~ ~ i c u a g c d  in the RTF Order %/ 

Western Wireless proposes that the new system of high-cost universal 

S C ~ I Y I C C ~  funding arid interstate access charge regulation he introduced in 2006, at 

IhcJ rlnd oi' Lhc five-year period of thc H'I'F plan, and phased in gradiially thereafter. 

S p e c i f i ~ i l l y ,  In 2006, the ncw universal service system should apply only to  

cumpctitive W C s ,  nun-rural ILECs; and rural ILEC study areas with 100,000 or 

inore lines in all affiliatcd study areas nationwide and/or 30,000 lines or more in all 

;iffili:itetl s;tudy areas st;rtewidc The plan would be extended in 2008 to  rural ILEC 

sLutl\- ;ireas with 50,000 or more lines in all affiliated study areas nationwide and/or 

15,000 or more lines in all affiliated study areas statewide, and in 2010 to rural 

ILEC stiidy areas with 20,000 or more lines in all affiliated study areas nationwide 

and/or 5.000 or more lines in ;ill affiliated study areas statewide The plan would 

riiJ1 hc irpplitd to the smallest rural ILECs until 2012. 

I n  order to prevent "rate shock' to carriers whose support payments 

:ire ~.educcd, Western Wircless suggests that, in addition to the gradual 

itnplenienlation schedule proposed above, the plan be implemented in such a way 

that no I L K  study area loses more than  a specified percentage (20 or 25 percent) of 

the ainviint of support it, previously receivcd in any one year "Hold-harmless" 

huppurt should lie made available. in addition to the forward-looking cost-based 

support, to ease the transition process Competitive ETCs operating in such a study 
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a t ~ c ~ i  wuuld rcccivc a cuniparablc* amount of portable support (on a pcr-line basis) for 

o;ich customer connection they serve 

Furthcrinorc, a5 in the RTF plan, Western Wireless believes tha t  a 

' s:itt,r>- nct" supplcincmtwry support mechanism should be availablc If a carrier can 

pi 'ovt~ t ha t ,  in its p:rrticul:w circiimstanccs, the amount of support is not sufficient to 

provide t h e  11;rsic universal scrviccs, an  additional safety net or supplemental 

mechanism should he available fur a limited period of time Specific criteria for 

such supplemental support would have tu  bc adopted in advance. This would 

pimcnl i 'atc shock and iindul?' rapid transitions for the RLECs, whllc ensuring an 

orderly change to  the system bascd on forward-looklng costs. 

VI. THE COMMISSION SHOULD FURTHER REFORM RLEC 
INTEKSTATE ACCESS CHARGES TO FULLY ELIMINATE IMPLICIT 
SUBSIDIES 

As p a r t  01 its chminatiun uf ROR regulallon of the RLECs, the 

(~oiiimission should seek coniincnt on changes to  the interstate access charge rules 

Spccil'ically, the Commisslon should consider rate structure rule changes necded to 

reb:ilancc the rates ch:rrgcd by KOK carricrs and eliminate all implicit subsldles 

c,inticddcd in those carriers' interstate access charges a/ The Commission should 

$jj~/ 
s u p p ~ n ~ t  wi th  explicit sup poi.^ mcchniiisms tha t  will be sustainable in a competitive 
P I I L , I ~ U I I I , , ~ I I ~ " )  (:onsistenll\', the  Mi i inesota Public Utilities Coinmisstun recently commenced 

set v ice lule  changes, 111 o rdw Lo climlnale implicit "subsidies t h a t  may inhibit thc  dcvelopmeiit 
u l  vi. iblt3 competition aiid lht. benefits i t  may  yicld 111 the  form olconsumer choice, service 
qi~alit!.. efftcielicy, and a s  an Impetus to technological advance Competitors cannot profitably 
VIILCI 10c:iI i i i avke ts  whew the) bear opei'ation costs higher than the subsidized l a w s  they must  
m r e t  iii urrler L<J compete " Statomcnt 01 PI-opused Inquiry, Colnmlsslon Inuestlgatwn of 
l ~ i ~ r i i ~ \ / ( i t ( '  Acccss ('iiutgc Tikfi i i  in, Docket No P-999/CI-98-674, Utwersul S e r u m  Rulernakmg, 

Sec T<,ii/h ('ttcuLt Rrinutid 0 1 d c r  FNPRM, 1 127 (cncouragtng s ta tes  "to replace tmplicit 

~III i i i q i i t r j  IIILO Icb~ilaticing UI l u u n l  rates a n d  tnlrastate access charges, and related universal 
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iilw inotldy its ~)olicics regarding R C C ? ~  charge rate levels of 1LECs currently 

huhject tu  llOLt regulation These policy changes should be coordinated w i t h  the 

( ' O I ~ I I I I S S I O ~ ~ S  hroader efforts t,o rcfurm and harmonize the rules governing Inter- 

c;irric%r coinpcns:i Lion 

First, the Commission should significantly increase or eliminate 

:Iltogcthc.r thr  caps on subscriber line charges ("SLCs"), which preclude 1LECs from 

r ~ o v e r i n g  the ful l  cost of' loops f'i-om end-users. The Commission has  long 

rc:cogiiized that  ILECs incur loop costs on a non-traffic sensitive basis, tha t  the most 

c.conuniically cfficicnt way to  recovei- those costs is on a non-traffic sensitive basis 

trorn the cost-causers (end-users); and that SLC caps constitute a n  implicit subsidy 

from access customers (and universal serwce contributors who pay into the ICLS 

fund)  to e n d  users The Commission should put a n  end to such implicit subsidies 

This docs not ncccssarily have to lead to an  increase in the rates charged to  end- 

i isci 'h 

as SLC caps to ensure that cnd-user rates are reasonable and affordable, the 

Commission should instcad LISZ forward-looking cost-based universal service 

support tu achieve reasonable end-uscr rates ~ hut only to the extent needed, and 

only on a competitively-neutral basis 

H o w w c r ,  rather than relying h e a d y  on implicit subsidy mechanisms such 

Second, the Commission should seek comment on  other rate structure 

changes to  eliminate impliclt subsidies from the interstate access rate structure, 



such a s  [.he rule that local switching costs be recovered from long-distance carriers 

on ii traffic-sensitive basis The Commission has recognized that ILECs incur the 

w s t  (if  the "port" cutnponcnt of local switching on a non-traffic sensitive basis, and 

nian\ p x h s s  have argiicd (ha( .  the remainder of local switchiiig costs are largely, or 

possibly entirely, noli-traffic sensitive. 921 If these arguments are correct, then 

soni(' or all 01 ihc local switching charges currently paid by long-distance carriers on 

ii ualfic-sen-itive basis ciught tu  be paid by end-users on a non-traffic sensitive basis. 

Third, the Commission should modity its rules to set ILECs' access 

chai-gc rate levels ~ z c , the SLCs and switching charges paid by end-users, as well 

a s  the local (ransport and any possible remaining local switching charges paid by 

long-distance carriers ~ based on forward-looklng costs, rather than embedded costs 

A s  ths Commission has mads clear in recent access charge proceedings, it is 

possible to assess the reasonableness of access rates based on forward-looking 

costs %/ Moreover, the Supreme Court has affirmed that forward-looking 

ew)noniic cost-based rates can be fully compensatory to the ILECs. 941 Such reform 

is o v e d u c ,  and should he adupied with respect to all ILEC interstate access charges. 

Fourth, with respect to future ad~ustments  in access rate levels, the 

Commission should cons~dcr whether the existing prlce cap system that  applies to  
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i iun~i,Liri i l  I l ,ECs should be applied tu the KLECs, or whether modifications to that 

h\..stc.ni might be appropriate Moreover, che Commission should consider whether 

to atlopt pricing flrxibility r&s comparable to, or different from, the measures that 

i~ppl ! -  t o  t h c  largei- ILECs I n  p:irticular, It might be appropriate to use the receipt 

o f  higli-cost support by a competitive ETC a s  a "trigger" for certain types of pricing 

Ilcxibilit)~ for thv  IZLl3Cs 

Finally, access charge issucs should be addressed In the context of the 

pending I n t c w a m e r  Conipcnscition proceeding. Western Wireless supports the 

Coin inission~s ohjectivc of ultimutely reducing all forms of intercarrier compensation 

L O  zc>ro, antl reqiuring all carriers to recover revenues from their own customers 

rather than from other carriers. Eliminating ROR regulation of the RLECs should 

1:tcilitate the Commission's accomplishment of its goals in this regard In particular, 

d i i c t i o i i  ut' Lhe exccssi~e access charges collected by the RLECs will elimmate a 

coinpet i t~vc inequality from the rural marketplace, in tha t  ILECs are entitled to 

I mposc> tiiriffcd access charges on long-distance carrlers, but CMRS carriers are 

pwhibit,cd from doing so Reduction of HLEC access charges will also lead to 

ccononii~' et'ficicncy and should benefit rural consumers, who currently suffer from a 

sevorclg distorted long-distance and local marketplace 

VII. CONCLUSION 

the forc,golng wasclns, the Commission should take expeditious 

( . iu i i  C G  phase out  rate-of-return regulation as the hasis for small and mid-size 

ILLCs' univc,rsal service dishurscincnts and access charges This would serve the 
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p \ h I i c  in tc~rc~s t  f;ir more efficiently -and would control the growth of the fund much 

inoi’c cffcctivcly - than some of t h e  anti-competitive proposals that the ILECs have 

:idvociittd in the J o L ~ ~  Board Portah~Zity Proccedzng. Instead of the antiquated, 

incll‘icic.n~, a n d  anli-compctilive system of ROR regulation, the Commission should 

tlwclop :i rrgulwtory system t)ased on forward-looking cost. 
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Rate of Return Regulation: 
Problems That Can No Longer Be Ignored 

Rate of‘ Return  Hcgulation: A Failed Rlodcl o f  Economic Regulation 

Wc>~cr i i  Wirclc5.s Corporatioii (“Wcstcrn Wirclcss”) addrcsscs thc tlicorctical and 

~pr; ic~ic i i I  l i i ~ b l c i i i ~  11iiil icstilt frotn ti.;ing a i i  cinbcddcd c o s t h t e  of return mcthodology to 

dc:lcrniiiic iiiiivcrsal \cr\Jicc luiiding Ibt smaller iiicuinbcnt local exchange carricrs 

(‘.ILkCs.’) i n  a scparatc paper. “Ralc ot‘ Return Rcgulalion- A Failed Modc l  of Econoniic 

l<cguI~tioii,” r c l c a d  oii Jui ic 3 ,  1003 Wc.;tcrn Wireless showed that carriers have both 

l l ic it iccit l ivc and abiltly 10 iiinnipiilatc thcir crnbcddcd cost study rcsultb lo maxitnizc 

11icir i i i i i v ~ r s a l  scrvicc fund (“USF”) and/or tntcrstntc access revcnuc and docuinetitcd 

~iis~~iiic‘cs t t i  w h i c h  thc Fcdcial  C‘oiiiinunications Commission (“FCC”) has  found that 

C‘II Tier\ havc donc so LVcstcIii Wirclcsh iccoinnicndcd that rate o f  return regulation for 

~ t t i a l l c r  ILECs be rcplaccd by a system i n  which USF paymcnts to ILECs arc based on 

torward Iwking ccoiioiiiic co\ts (“FLEC”) Unt i l  such t t ine as an approprtatc FLEC 

iniodcl can be dcvclopcd for siii;illcr ILECs, Wcstcrn also recoinmcndcd tha l  Ihc FCC 

c:siablisli il stringcnl and comprchcnbivc audit  program over ILEC cinbcddcd cost studies 

111 ciistirc l l ic  integrity ot the high cos1 hind incchanisnis 

In  1111.; I’apci, Wc\tcrii \Virclc.ss furlhcr documcnls instances in which ILECs havc 

~iiaiitpti l i l tci l l l icir criibcddcd cost studies 10 nlaximizc their USF andor  acccs5 revenuc 

Titis riitic:. Lbcsicrn Illiiclcss lbcuscd its rcvicw 011 state coinmission procccdlngs pn 

\ \~ I i ic I i  large or s m a l l  I L K  cinbcddcd cost s~udtcs wcrc thoroughly scrulinizcd State 

cotntnis\ioits typically c o n d i i ~ ~  more coniprchensivc audits or reviews o f  carriers’ cost 



\ltidics than chic\ NECA oi tlic Comniissioii, which, in itself, is a problem and raises the 

i s w c  ut’ lack of’ f c c l c ~ i l  oversight 01’ I L K  cost studies I t  I S  hlghly l ikely that, if 

Lontluclcd hy NECA or Llic FCC. thorougli audits ofILECs’ USF and access cost studics 

noti ld i c \ ’ ca I  prohlciii\ \ i i i i i l a r  LO tliosc idcnli l icd by t l ic htatcs herein (thc problems with 

l l ic  ILECs’ icdcral cost sttidics would l ikely bc o f  even greater magnitude given the 

I i i ~ to r i c  lack of oversigh0 

Tl ic  cos1 s ~ u d i c s  rckicwcd for this Paper wcrc submitted in dilTcrcnt types or 

I p t u L c c d i i i ~ ~  r i i k  cases, earnings invcstiga~ions, state universal fund audils, and earnings 

h r i i i g  c i ~ l ~ u l i i ~ i o i i s  under alicmalivc rcgiilalory iiiechanisins The lack of ovcrsight of 

ILEC CO\L studies 1 5  a lso  3 problem at the state level because delailcd reviews ofcarr ic r  

cos1 siibniissions have bcconic less coininon iii the last few years -- most statcs no longer 

rcgtilarc 111c l‘orincr Bell Operating Cornpanic5 (“BOCs”) on n rate o f  rcturn basis and 

i i u i i y  \ r ~ t c s  citlicr n o  longer or do not actikcly rcgulalc the local rates ofsinal lcr  ILECs 

;ind: or coopcr;ilivcs 

The rcwlts o f  M’cstcrn Wireless’ rcvicw of state commission proceedings 

in \o lv i i ig  lLF!(~’ cost studies arc \triking In vir tual ly all instanccs, significant problems 

\ v i h  ihc u r i i c r s ’  cos1 ~ u b i n i s s i o i i s  wcrc identified h a t  resulted i n  disallowances or  

specific cos1 ilcnis and/or a ~ t t l c m c n t  \ k i t h  the carrier rccciving significantly less than 

o i~ iy i ia l ly  rcqiicstcd The :ibuscs uiicovcrcd included mistated affiliate transaclions, 

tailuri: LO I’iilly and accuratcly identify and allocate nonrcgulatcd costs, inclusion of costs 

lliiii wcrc no1 rclatcd to l l i c  pi-ovisioii o f  regulated scrviccs, and accounting 

i i i i s c l ~ s s i  licatioiis 
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Kansas Case Study 

It1 I W X ,  the Kansas Corporatloii Coninitssion ("KCC") began a scrics of audits 

aiid ycncrdl riitc iiivc\tigatioiis o f  ILECs that rcccivcd Kansas Universal Fund Support 

("KUSF") Lo ciisutc 1Ii;iI tlic IcvcI  ot' support rcccivcd by each carrier was b a w l  on i ts  

ctiils and t l i i i t  i t \  rates w x c  j u s t  and rcasoiiablc Many of thcsc proceedings resulted i n  

~t ipd;i tccl \ctllciiiciits ~ i i t l i  iio clclai lct l  findings and conclusions, but siinply a settlement 

11i;it rcqLiircd the co i i ipmy 10 reduce 11s draw from the KUSF to clinitnatc cxccss 

I titr;i\liitc c~ i r i i t  ngs 

J t3N ~ l ' ~ l c j ~ l ~ ~ ! ~ ~ ~ o i i i p ~ i t i ~  The tclcphotic company claimed a revenue dcficicticy of 

'$572,')17. bul aflcr KCC sctiitiny o f  11s costs, JBN cntcrcd into a selllcnicnt agrccmcnt 

lliiil  rcqLiircd I I  10 rcducc i i i~rastatc  rcvciiucs by $690,000 annually b y  reducing its draw 

limn tlic KUSF ' 
LVilsoti Tclcphonc C o n i m  The lclcphoiic company claimed a rcvcnuc dcficteiicy of 

5142,459, but tcachcd 3 scttlctiicnt wi l l i  the KC:C that rcqutrcd i t  to rcducc intrastate 

rcvciittcs by $148,000 ' 

C i , iw-Kan Tclc~lionc Coopcrativc Tlic tclcphonc company claimed a rcvciiuc 

dcficiciicy of approxttnatcly 5300,000. but agrccd to reduce i ts intrastate rcvcnucs by  

$50U.U00 in a scttlcnictit wtli the  KC'C ' 
- Blucslcni and Suntlowct Tdephone Companies Bluestem and Sunflower arc subsidiaries 

o t  Fairpoiiil C~)iiiniunic;itioiis. a inid-sued holding company ' Onc o f  the ptiticipal areas 

u: cuntcnllon \<.is ihc i i i~t iagcnicnt  sctviccs agrccmcnt bclween tlic rclcphone ccrnpaiiics 

itnd [ t ic liolding conipanyiaervicc corporal ton The nianagcineiit scrvtccs agreement 

govctiicd t l ic  allocation o f  co'~ts charged to the lelephotic conipanics for corporatc and 
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m,iiiagcni~ni s c i v i ~ c s  Tlic linding:. trf  l l i c  KCC arc rcvcaling o f  the typcs of issues and 

pob lcms  t h a t  caii be uiicovcrcd by a careful ii ivcstigatioii of tclcplionc company costs, 

l l lcl i ldln~ ‘> 

Fi i i i incial  advisory l‘ccs paid to Fai ipoi i i~’s invcstor/owncrs for advice on cqtuty 
linanciiig and s ~ t ~ c g i c  planning o f  $ I  1ii1111oti wcrc allocatcd to the telephone 
c c i m p ~ n i c \  Tlicsc Wcrc dcciiicd not rclatcd to the provision of regulated services 

The coht ofslock based coiiipcnsatioii ($I 2 3 inillion), essentially stock dividcnds, 
\viis allocalcd to t l ic tclcphoiic coinpanics Thc s ta f f  t‘ound that “Rate Basc ratc of 
rctiirii regulation doc5 inot rccognue dividciids as part o f  the revenue reqiiircnicnt 
dclcrininatioii, tlicrcforc, ihc  inclusion of this cliargc cffcctively provides a rcturn 
to Ihc corporate parcnt and a rcturn or profit above the authorized return, to the 
lllvcstol r.7 

Sonic nonrcgiilatcd sub\idiaiics ( e  g , F a ~ r p o ~ n t  Solulions) appeared to reccivc no 
;illocation o f  corporate COSIS and sonic o f  the proposed allocation factors 
cfrcctivcly rcsultcd i i i  110 costs being allocated to inany nonregulatcd subsidiaries 
Sonic stibsidiarics had zero or ncgative cost a l locat i~ns 

I I i \~orical ly, ~nianagcinciit l‘cc allocations wcrc based 011 rcvcnucb, w l ~ i c l i  do not 
iicccss;ii i ly rcl lcct cost causalion 

I[ \vas l e f t  to the General Maiiagcr’s discrctioii to delerniinc which accounts 
should bc charged thc managcmcnt fccs, polentially coniproinising the integrity of 
l l l C  con1p3111L!5’ ilLeounlS 

T h e  KSS stall ’s icconiincndation mils  that  only $10 6 i i i i l l ioi i  o f  Fairpoint’s corporate 

cost5 .;lintild be allocalcd 10 i ts  operating conipanics, compared to the $34 2 niillioii 

Fiiirpoiiit had allocated Ihr i ts  2000 tcst year Under the selllenient agrccrnent reached 

\\ i t l i  Rluc\tcm ;ind S u i i f l o ~ c r ,  the Iclcplionc conipanics wcrc required to reduce thcir 

diiiw li-oni Ihc K U S F  to m o  

%&ern Kansas Tdc&onc C(impany 111 i t s  rcvicw of Southern Kansas’ cost studies, the 

KC’h‘ ~ i i i c o v c i c d  other ~ n g c n ~ o u s  attcrnpts a niisallocation of costs, including X 

Soull iein Kansas clainied dcfcrrcd ~i icotnc tax  asset included the effects of tax 
iiming dift‘creiiccs rclatcd lo nonrcgulatcd expenses 
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Snullicrn Kansas claiincd dcprcciattoii cxpcnsc 011 plant that had bccn fully 
duprcctatcd 

Soiitlicrii Kansas fa i led Lo reflect a known and mcasurablc increasc I n  federal USF 
Tor tlic pcriod when KUSF wotild be paid and ralcs would be 111 ellcct 

P~ynrcnrs LO a constillin:: gtoup t h a t  focuscs on Tainily rclationshtps and Ihe 
dyiianiics of familics working together had no1 bccn h o w n  to bcncfit rcgulated 
r:ilspaycr\ 

111 Ihc und, the KCC l t~ t tnd  Lhat Sotithcrn Kansas liad over carnings in cxccss o f  

$ 2 , 8 2 X , Z l l  

I<tiial Tclcidioiic Coinpathy Thc KCC found lhc following traiisgrcssions on the part of 

RLII ill Tclcphoiic Company '1 

Cl,rimcd more property rax cxpcnsc t h a n  i t  had ac~ually paid during the Lest yeat 

Calculated 115 dcprcciatioti cxpcnsc on its largcst oulsidc plant accoLitits using 
dcprcciation ratel; i n  cxccss oI'Ll1osc pcrintllcd by the KCC 

Included lobbying and corporatc imagl: advertising cxpcnscs, costs that bcnctit 
thc company, nor Ihc rcgttlatcd ratcpycr 

As a rcbiill 01' Ihcsc, and other adjulrtilhclit~, the KCC found that Tiural had cxccss 

i~irrastatc icvc~i~ics  of$80 1,533 
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California Case Study 

The C ‘ilii’oriiia Public Ut i l i t i cc  Coi i imis ion ’s  (CPUC) Oftice of Ratepayer Advocales 

( O K A )  conduclcd iiii cxtcnhivc audit of tlic afliliatc and noiiregula~cd transactions or 

Koscvi l lc  Tclcphonc (‘oinpany (“RTC”) and uiicovcrcd the following impropcr 

:IIIOcdllollh ol’cosls 1,) 

RTC”s  CEO, CFO and their >liifTs had allocated only 8 out o f  31,000 Iiours to 
i~ f t i l ia tc  and iionicgulatcd opcratioiis 

RTC’s VP of nii~rkcliiig had donc wine work for Roscvil lc Cable, but the costs 
were 1101 properly assigncd to Rovx i l lc  Cable 

RTC: fai lcd to assigii aiiy accounling, budgcl and finance development cosls and 
thc rcvciiuc accounting iiiiinagcr’s t i m e  to Roscvillc Long Distance. 

I < l C  had allocalcd 11s ~n io i~na i ion  s x v i c c b  costs based on out of dare and 
incorrcctly dcvclopcd cnd iiscr scrvicc order, payincut and collccliou factors that 
tiiidcrallocatcd RTC’s ~onipt i lc r  infrastruclure cos& lo aff i l ia les and unregulatcd 
ODcI-illlUIIs 

Thc cos1 o f a  valuat ion sttidy related to thc transfer o f R T C ’ s  wirclesb interesls to 
;in ~iiircg~ilatcd a f f i l i a te  wcrc charged to RTC 

RTC L t l cd  to b i l l  Rosccillc Cable for regulatory costs ~ncurrcd for Roscv~l le  
Cable 

A1;ii iii Monitoring c o \ h  wcrc inappropriately booked i n  RTC’b regulated 
ac(‘uLllll\ 

Eniploycc health insuraiicc cobls Tor a i l  uiircguliitcd affiliate wcrc paid b y  RTC 

RTC‘ Ii;ld booked tlic costs of institutional and goodwill advertising in i t s  
regulated accounts, in  dirccl coii lravciit ion of CPUC policics 

RTC failcd to bill a substantial portion or lhc costs to establish i t s  long distance 
effiliaic to that ar l i l ia ic  

RTC‘ cliari& its u.ircIcss affiliate il niarkcl rdtc for office space ralhcr thaii a fully 
distrihuicd cost bascd rate rls required by lhc CPUC‘ 

7 



K K  t~scd 011 otitdatcd tactor to  allocate land and bui ld~ng costs to 11s 

noiircgu1,itcd a c I i v i I i c ~  wIi~cIi iindcrs~atcd this illlocalion and railed Lo alloca.tc m y  
1;iiid a n d  building costs lo i t s  a l l i l i a l c s  

Thi. Iictor KTC' uscd to allocate rcsidual gcncral ai id administrativc costs to 
a f l i l i a tcs  w a b  ~ i i c o n s i ~ i c n t  w t h  ttic FCC'b Part 64 Rulcs and understated the 
allocation tu a f f l i a t c s  

R T C '  cxpcnscd i t s  cnlirc soliwarc dcvclopiiiciil costs 111 1999, contrary to GAAP 
(SOP 9X-I ), ~ V C I I  ~ l ioug l i t  the sotiwarc would bc uscd in future years 

r l i c s c  iii ipropcr ~ l l loca l ion o r  cosls rcsiiltcd in  over earnings by RTC: i n  1997, RTC's 

r'iic o f rc iu rn  w a s  I O  77% imtcad o f t l i c  allowable 9 12%, iii 1998, RTC's ralc ofrct~lrn 

I I X O ' h  instcad 01' l l ic ;rllowablc I O  14%, and i n  lY99, RTC's rate or return was 

I 4  60"~; ~nslccid o t t h c  allowable I O  SS':/U 

8 



Washington Case Study 

[n I W S ,  c1 S WIS1 .  Coiiiiiiunications (now Qwcsl)  rcqiicstcd a general ratc I I I C ~ C ~ S C  

0 1  oLcr ‘6204 i i i i l l ioi i  based oil tradilional ratc of return regulalton from the Washington 

Illtlilics uid Transport‘nion Coi i in i i~s ion (“WUTC.’) In 1996, thc WUTC rcjcctcd the 

propoml iiilc iiicrciix and inhlc;id oidcrcd Qwcst to rcducc i t s  rates by $91 5 mill ion. 

,li i iong tlic ircIw:itil lintlings and d is i l lowmccs msdc by the W U T C  were 

I I  

. 

. 

. 

. 

. 

. 

. 

. 

. 

. 

Co.;t\ related to 21 major restructuring prograin were disallowed because tlic 
bciicfits l i o i i i  the  progiaiii had i io l  yet bccii rcalizcd and current costs far 
cxcccdcd bcnctits 

Corporate iiiiagc ,idvcrtising costs w r c  disdlowcd 

The company’s pioposcd j~ i r isdic l ional  heparalion factors allocated excess~vc 
cml ’ i  to lhc inlrazlatc jiirisdiclton cotnparcd to hi\torical trends 

WUTC disnlloacd Qwcst’s bonuses, Tcain Awards and Mcr i t  Awards because 
l l ic standards used did not bciicfil ralepaycrs, cspcctally in l ighl of the company’s 
pool scrvicc qtiality rccord 

The WUI’C  tcjcctcd Qwcrt’s attcinpl lo use dcprcciation rates that Ihc WUTC had 
rcccii l ly rejected 

Q\vcst 1ptircli;isc.d procurciiiciil atid warehouse scrviccs from a n  aftillate at prices 
bawd oii the aftilialc’s cosIs plus a return ~ h c s c  prices, however, cxcccdcd thc 
i i iarkct prices for such scrviccs 

The W U T C  disdllowcd ccrt;iiti R&D costs paid to attiliates, as their potential 
bcticfits to ratcpaycrh could 1101 be dctcrinincd 

Ccrtaiii payniciits to Qwcst ’s corporate parcnl were disallowed bccausc they wcrc 
duplicalivc of funcliotis the company pcrrotincd i tse l f ,  wcre not directly related lo 
rcgulatcd operatious, or were for corporate image advertisiiig 

The compiuiy fiiilcd to rcflccl Ihc dcfcrrcd tax effccts of i t s  salc of several 
cxdiaiigcs, sharing of cxccss cartiings, and flow through of the tax consequences 
of i t 5  pcnsion asset. rcsulliiig iii 3 sigi i i t icant ovcrstatcmenl of 11s ratc base 

Thc company failed to synchronizc the interest cxpciise used in i t s  federal income 
tax c.itlciilation w i t h  t l ic WUTC’s allowcd \vcighLed cost of debt 



Oregon Case Study 

11 S WEST Chn inun tca t tons  (now “Qwcst”) was required to submit a general rate 

liling to the Orcgoil Public Ut i l i ty  C’oniinission (“OPUC”) prior to expiration or i t s  

~4I lc i~ i i i r l ivc  Form 01‘Rcgtilalioii ( “AtOR”) a t  t l ic ciid of I996 In i ts  rcvcnuc rcquircmcnt 

l i l i i i~.  Qwcst  rcqucslcd ai1 iiicrcase 11f $28 inil l ton Thc OPUC made the Collowing 

tindings I! 

Tlic OPUC dis~ l lowcd a incyativc (debil) balancc in Qwest’s cross bar aiid slep- 
by-slcp dcprccialion rcscrvc accounts because the equipment had bccn retired in 
19x9 and a portion o f  tlic ainounl w a h  due to equipment that had bccn used in 
LV~,hiiigton 

Q w s l  llulcd to rctlccl lhc reduction i n  cxpciiscs 11 cxpcricnccd as a rcsull or  i ts  
siilc ofscvcral cxcliniigcs 

The OI’UC d i s i i l l o ~ c d  boiimcs paid to Qwcst management and cxccutivcs 
bccau\c tlicsc bonuses wurc paid Tor achieving corporate fiiiaiicial goals, which 
bciici itcd sharclioldcrs, not ratcpaycrs 

The OPUC disallowcd il significant portion oC Qwcst’s accrual for accidciil aiid 
damayc clniiiis a \  the  company had accrued amounts 111 cxccss of actual paymcnts 
dririiig lhc test period 

Thc direct cost5 o f  Qwcst’s reengineering program as well as cxtraordinary 
cxpcnscs tncurrcd by lhc company due to t l ic  disruption the prograin caused in the 
coinpany’s opcrations wcrc disullowed. as the bcncfits of this program had no1 
bccn rcaltzcd 

(hcra l l ,  [he OPUC ordcrcd Qwcbt to rcducc i ts rcvcnuc rcquircnient by S97 2 millioii 
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Idaho Case Study 

11) 1906, U S WEST C‘uintnunicattons (now (“Qwest”) requested a gcncral ratc 

i ~ i c i c ~ i s c  1 0 1  i ts  p r i c c - r c g ~ i l ~ t c d  s c r ~ i c c : ~  o i  S3X inillion, a 58% incrcasc (Qwcst’s request 

\\:is later rcduccd Lo S I  S iiiillion) from the Idaho Public U~t l t t i cs  Commission (“IPUC”) 

Tlic IPUC‘ statf initially rccoiiiiiiciidcd a ratc decrcahc of $32 million, later adjuslcd the 

dccicii\c ( ( I  approxim:iti.Iy 920 i i i i l l ioi i (many  issi ics wcrc settled, typically by splitting 

IIic t l i l ‘~crci icc hc lwcc i i  l l ic company and staffposition,) I1 

B a d  tipon i t s  review o l  Qwcst’s cost stiidy, tlic IPUC made tlic fo l lowing 

The company’, ~ l a i t i i  for payinciits to a f f i l i a tes  was rcduccd because niany o f t h c  
payinciits were iiot for scrviccs rclatcd to the provision ofbasic local service 

Tclcphunc coiiccs\ioii and cnipluycc recognition cxpcnscs wcrc rcduccd 

A portioii of corporatc iinagc advertising w a s  d i~a l l owcd  

Thc company should 1 1 2 ~  aiiiortitcd its rcsiructurings/rccnginecring cxpcnscs 
ovcr  15 ycarb rather than it1 one year because the benefits of the rcstructuring and 
rcductions would bc rcal ircd i n  the future 

. Qwcst  itgreed to loigo 11s proposed c la in i  for recovery of i t s  dcprcciation rcscrvc 
t1ciicicncy 

C o A  rclntcd to iionrcgulatcd scrviccs, such as alarni monitoring, CPE and intnatc 
scr! ices, wcrc rcinovcd troin the coinpany’s rcvctiiic requirement 

A s i ibst~ i i t in l  portion ot’ Qwc,l’, softwarc capital leases wcrc not rclated to the 
ptovision of b x i c  local service but rather supportcd CLASS and access services. 

T h c  IPCIC’ rcqiiircd Qwcst to rctnove 20% of i ts  fiber invcstnicnt from i t s  ratc 
b ~ c  bccausc il substai i t ial  portion 01’11s fibcr w a s  unlit 

Bccausc .I slaff aiidit rcvc;ilctl that that a portioii of i t s ,  central office cquipmcni 
was n i i~s tng  (I e ,  tio loiigcr in service), the company w a s  rcquircd to reduce i ts 
central 0117cc invcstmcnt 

111 l l ic ciid, I l ic  IPUC rcqiiircd t l ic company to rcducc i t s  rates by $327,000 



Vermont Case Study 

111 I WC)~ ( l ie Vcriiiont Puhlic Scrvtcc Board (“Board”) tnitiatcd a procccding to 

d c i c l o p  the “Vcrmoiit Incciittvc Regulation Plan” tor Bell Atlantic-Vcrniont (now 

“C.cri/on”) The p lan  rcquircd Vcrtroii to frcczc rates for its regulated services over t l ic 

l i \c-ycnr l i fe  ot tlic plan \vhtlc providing VcriLon wi lh  pricing f lcx ib i l i ty  for competitive 

iiiid i ic \v scr\Jiccs Prior to iiiiplcmcnting the plan, the Board investigated Vertzoii’s cost 

~ I ‘ s c r ~ i c c ~ t c v c i i u c  rcquitcnicnl 10 ciisurc I l lat  thc company’s exisli i lg rates wcrc just and 

tc;iroii:tblc 111 i t 5  Order dopt i i ig  the  plan’“, (he Hoard madc a number of adjiisliiients to 

Vcrtzoii ’h cod ofscrvicc. such ;is 

The h a r d  rcjcctcd Vcrizon’s proposed reduction in the aniortization pcrtod froin 
20 ycars (thc period the  Bontd had prcviously approved at Verizon’s request) to 5 
ycars, at. the company hiid prcscntcd i o  compcll i i lg reason for the change 

Thc company was tiot pcrmittcd lo recover it!, nonrecurring OSS costs rclatcd to 
Ipro\<idiiig uiibundlcd iictwork clcinciits as tlicsc costs had alrcady bccn recovered 
i t i  wliolcsalc and retail rates 

The Board rejected Vcrtroii’s p r o p o d  aniortization of i t s  restructuring costs and 
substituted an amount (hat i l l so  rcllcctcd Vcrimn’s  iiicrcnicntal biivings from its 
rcslructurtng progaii i  

Bccauw V c r i ~ o r  attempted to recover a portion of i t s  net costs o f  I t s  incrger with 
NYNEX,  cvcn though 11 had prcviously clainicd that the mcrgcr would rcsult ti1 

substantial savings, the  Board rcjcctcd Vcrizon’s cost cstiinatc and substituted I t s  
o \ ~ i i  which rctlcctcd iiicrgcr rclatcd savings 

T h e  Board rcjcctcd Vcriron’s proposcd amortiration o f  mcrgcr rclatcd 5cvcrancc 
costs, as 11 was a oi ic l i i i ic ,  nonrecurring cvcnt 

The Board rcduccd Vcrizon’5 R&D cot.& to reflect the cffcct or  i t s  rcccnt sale of 
Rcllcvrc 

B c ~ ~ i t t s ~  1111: ccimpany cotild t iot explain why the cxpcnws shown in i ts Iiliancial 
icpor ls were litghcr tliiiii i t s  claiiiicd rale case expenses, i t  was required to reduce 
i t <  cod orservice by l l ic  diffcrcncc 
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Thc conipany h i 1 5  not ;illowed lo iccovcr its costs o f  LNI' implementation 
bcmisc  ( l ie  FC'C' had Ibund tlicsc wcrc i i i tc rmtc co5ts and had devclopcd a 
mcchanism for t l ic i r  rccoi'cry 

Bascd tipun t h c x  tranbgrcssiuns, Ihc Board found that Vcrizon was over-earning by 

.ipprux in i i ik ly  523 mi I I tiin aii i iual I y 

T l i c  Vcrinont Board lis\ i i lso cunduclcd ~ i ~ c  investigations of a nuinbcr otsmal lcr  

I I~FC ' \  111 rccciit yciiib W h t k  llicsc procccdlng h a w  gcncrally bccn rcsolvcd by stipulated 

>clllcniciiIs with [ io \pcc i l ic  findings rcgardlng thc coinpanics' revenue rcquircmcnt 

lilings, 111 iill c a s x  lhc scttlcmcnt amount IS less than the amount claimed by the 

iii w i i i c '  case\ con\~dcrably FoI cxamplc, Northland Tclephonc Company of 

Vcrmont rcquchlcd ii r w c n t i c  rcquircincn~ o t  $3,836,68 I but scttlcd for $3,242,617, a 

rcdtiction 01- I 5  5'X '' Similarly, Ludlow, Norlhiield and Pcrkinsv~l lc Tclepholic 

( 'ompai i ies rcqiicstcd a rwci iuc rcqiiircnicnt of $4,364,332 while the stipulatcd amount 

w a s  53.X27.546. H rcduchoii o f  I3 3% And, Waltsficld-Fayston Tclephonc Company 

r q u c h i c d  Sl3,lZ2,61X but sct t lcdfor$I  1,462,618,a reduction o f  12 6% 

If, 

17 

13 



Conclusion 

Thi\ hr i c t  rcvicw o t s t ~ t e  proceedings in which ILEC rcvcnuc rcquircincnticost of 

sei-LICC lilings wcrc closcly scrutiiitrcd strongly suggests that similar ovcrsiglit o f t h c  cost 

\tipport sitbiiiiltcd by ia tc  ol'icturii ILEC's' Ibi USF puiposrs would result iii significant 

rcductioiia i i i  tlic size o t l l i c  high cos1 fuiid Rntc ofrctur i i  carriers havc strong incentives 

to rccovci 'is i i iuch o f  thcir cost\ lion1 icgulated bcrviccs as possiblc and, not surprisingly, 

h e y  act oii thcsc iiicciitivcs, cspcci;illy i n  the nbsciicc o f  a strong oversigh1 runction 

Atid. wilh ~ h c  proliferation o f  unicgulatcd attiliatcs and hcrviccs in rcccnt year,, the 

oppc~r~iiiiitic:' for cost \hiftiiig aiid cr~,~s-subsidizatioti havc increased 

c'lc;iily, undci rate of rcturii rcgulation. lLECs havc the inccntivc Lo inipropcrly 

iillociitc l l i c i r  c a t s  111 ;I i i ia i i i icr  that allow> tliciii to rcalizc a financial windfall The most 

c o i i i ~ i i o ~ i  iii ipropcr accounting practiccs iiicludc thc following 

Exccssivc charges from unregiilatcd affiliates 10 regulated operations 

Uiitler or iio allocation ofunregulatcd costs to unrcgulatcd opcratioiis 

I k t t r cd  plant treated a s  dill in scrvicc 

Dcprcciation aiid aiiiortiLattoi1 costs iii cxccss ofallowcd amounts 

Uiitlcrbtatcd charges from ~ l i c  rcgulntcd opcration to unrcgulatcd arliliatcs 

e Accoiiniiiig m i s c l ~ s s i t i ~ ; i t i o i i ~  

O\cr>lalcd cxpctiscs and i i i~ 'c \ tn ic i i t  

These impi-opcr accounting ~ p ~ t c t i c e s  were uncovercd 111 anticipated statc commission 

dings thiii h e  carrtcts kiicw would rcsult in closc scrutiny of these cost studies. 

Hccdux ILFC cos1 s1utlics siibiiiiltcd IO NECA and the FCC arc not subject to lnuch 

hcrtlttny. lhc ~ n c c i ~ t i v c  iind abilily hi carriers to ovc rmtc  tlicir cohts IS signtticalilly 



l i iglicr 11iaii iii l l ic btatc coinillision cos t  study procccdings 

;~\oidcd by adopting a FLEC methodology as t l ic  basis Cor high cost funding 

Thesc problcrns could bc 

15 



Endnotes 


